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The Need for Review of Federal Debt Policy 


Time Has Arrived for Definite Plan to Scale Down Great Debt Load. 


By Hersert J. MILter 


T long last a planned surplus of Federal revenue over expenditures has been accomplished. 
There are prospects of a surplus in the new fiscal year also. Heartening though this is, officials 


and citizens must continue their efforts to pur- 
sue a sound fiscal course. 


Government fiscal policy has at its core a 
determination to reduce debt and taxes when- 
ever these actions are feasible. 


However, the implementation of these aims can 
be affected by increased or decreased expenditures, 
the amount of tax receipts, and whether deficit financ- 
ing is required. Congressional procedures are alarm- 
ingly delinquent in reaching a fiscal policy which 
adjusts and relates each of these factors. This is more 
serious because increased spending and increased 
debt, as a team, have a natural advantage in outrun- 
ning any other competition. 


Much has been said about the lack of effective 
Congressional control over annual expenditures and 
the relating of expenditures to tax and debt deci- 
sions. A recent report to the Congress by the Comp- 
troller General? comments on the operations of the 


1) “Controlling the Federal Debt” by Herbert J. Miller, Tax 
Review, July, 1954 

2) Audit Report to the Congress of the U. S., Review of Use of 
Cumulative Sinking Fund for Retirement of Public Obligations, 
Bureau of the Public Debt, Treasury Dep’t., Fiscal Years 1921 
through 1955, by Comptroller General of the U. S. 


sinking fund and its ineffectiveness as a means of 
debt retirement. He recommends a Congressional 
review to consider “the desirability of revising the 
machinery for debt retirement on a more realistic 
basis.” 


The need of a more realistic debt reduction policy 
should be unquestioned. Federal debt policy has be- 
come an increasing!y important factor in the trend 
of government spending, the economic level, stability 
of the dollar’s purchasing power and the stature of 
government finance. It influences in countless ways 
the welfare of individuals. 


No Effective Policy 


That we do not have an effective systematic debt 
retirement policy (by sinking fund operations) has 
been apparent for many years. 


Prior to World War I, Federal debt was created 
by a specific act of Congress and the purpose which 
it was to finance was identified. This identification 
generated a fiscal discipline because it segregated 
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and applied debt costs to the purpose for which debt 
was created. World War I brought a revision of this 
policy by giving blanket authority to the Secretary 
of the Treasury to borrow subject to an overall limit 
set by Congress. This limit was raised whenever the 
prospective spending forecast a required increase. 


After the first World War the problem of debt 
retirement was an important issue. It was decided to 
provide a formalized method of debt retirement. This 
was done by passing a permanent indefinite appro- 
priation, available funds from which were to go into 
a sinking fund for debt retirement. A formula fixing 
the annual amount to be so appropriated was one of 
the provisions. That formula was 214 percent of the 
aggregate of Liberty Bonds and Victory Notes out- 


This reduction was accounted for as follows: 


(Millions) 
Reduction in General Fund balance........ $ 39.1 
Sites FOE Gs ooo din kink ceanctcsnesecvee 3,187.5 
Other statutory requirements .............. 1,640.5 
Excess of receipts over expenditures........ 3,247.1 





Total $8,114.2 

The permanent appropration sinking fund opera- 
tion continued until 1936, even though it required 
incurrence of new debt during the years of deficit. 
Since 1936, with the exception of 1948, the fund and 
the appropriation have been practically dead letters. 
In fact, as of June 30, 1955, there were $10,296,000, - 
000 of accumulated appropriations under this act 
which had not been applied to debt reduction. At 
present this balance in the sinking fund grows at the 


HERBERT J. MILLER, Executive Director of the Tax Foundation, has been in 
government research work for more than three decades. Before he joined the 


Tax Foundation, Mr. Miller was director of research and field operations for the 


Citizens National Committee, Washington, D. C. 





standing July 1, 1920, minus the total obligations of 
foreign governments held by the United States, plus 
the interest which would have been paid on the gov- 
ernment securities retired under this formula. Later 
there was added to the formula the permanent ap- 
propriation of 214 percent of expenditures author- 
ized by the Emergency Relief and Construction Act 
of the 1930’s and later another addition of 214 per- 
cent of the appropriation made by the National 
Industrial Recovery Act. 


Review Needed Now 


This permanent appropriation, which was to in- 
crease each year by the amount of interest saved on 
debt retired, was calculated to retire World War I 
debt in 25 years, (after subtracting the amount of 
that debt which foreign governments owed us), as 
well as to retire systematically the debt as prescribed 
under the other two acts. The effectiveness of this 
debt retirement method depended on there being a 
revenue surplus each year. From 1921 to 1930 the 
public debt was reduced $8.1 billion, only part of 
which was due to operations of the sinking fund. 


30 


annual rate of some $619,000,000 under the formula. 


This history supports the Comptroller General’s 
opinion that “the sinking fund no longer serves any 
useful purpose because it has ceased to operate as a 
systematic plan for debt retirement.” Also, because 
of the size of the present debt and the new types of 
debt, he labels this sinking fund plan and its per- 
manent appropriation as “impractical and ineffec- 
tive.” 

An interesting comment from the Fiscal Assistant 
Secretary of the Treasury is contained in a letter 
quoted in this report to the effect that “while the 
sinking fund has not been fully effective as a means 
for debt retirement during the long period of deficit 
financing, it serves as a constant reminder that under 
sound fiscal procedures and a balanced budget, pro- 
vision is required for the gradual repayment of the 
public debt,” and “undoubtedly, the question of what 
should be done about the sinking fund will be taken 
up in due time, when conditions are such as to enable 
the government to plan a systematic debt retirement 
program.” 

The Comptroller General believes that the time 
has arrived for Congress to review “the effectiveness 
of the present sinking fund legislation and the desir- 
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ability of revising the machinery for debt retirement 
on a more realistic basis.” This will strike many as a 
most prudent suggestion. If now, in practical effect, 
we have no such policy, the longer we defer estab- 
lishing one the more we may drift toward accepting 
the “perpetual” debt policy, which has been advo- 
cated here and followed in Great Britain and France 
for many years. Under such a policy the government 
is not obligated to ever pay off the principal of the 
debt but only the interest on it. This “perpetual” debt 
idea not only has never been accepted, officially, in 
this country, but has been opposed traditionally. 


Four Real Perils 


It has been argued that “perpetual” debt has ad- 
vantages in managing the debt, or that it reduces the 
tax burden because no tax is required to retire the 
principal, or that it protects the government’s credit 
which might be impaired if definite debt redemption 
is not achieved as promised. 


On the other hand, those who support a debt re- 
demption policy believe the tax levy required is part 
of the fiscal discipline needed to control government 
spending, and that government credit is strengthened 
by the evidence of the government’s determination 
to pay its debt and thereby hold its increase in 
control. 


Agreement with the recommendation that our 
Federal debt retirement policy be reviewed and re- 
vised does not overlook the fact that the details of a 
revised policy provoke involved and controversial 
issues. Government expenditures, taxes, government 
intervention to support and stabilize the economy, 
the level of employment, the purchasing power of the 
dollar, in addition to fiscal discipline, are some such 
issues. They will generate many reactions, some of 
them contrary. 


A study by the Committee on Public Debt Policy, 
published in 1949,° is an invaluable aid in under- 
standing the importance and problems of a public 
debt policy. The Committee members were eminent 
in this field and W. Randolph Burgess, now Under- 
secretary of the Treasury, was Chairman. In some 
respects it is more timely than when it was written. 
For example, its introduction states: 


3) National Debt, Its History and Its Meaning Today. Committee 
on Public Debt Policy, Harcourt, Brace & Co., 1949 


“A public debt which reached a high point of 
close to 279 billion dollars has posed a new and 
baffling problem to the people of the United 
States. Public opinion about it is not yet clarified 
or confident. 


“There are, indeed, some who have persuaded 
themselves that the debt does not matter. Others, 
through thoughtlessness, pay no heed to the debt 
and go on advocating and voting for huge gov- 
ernment spending programs without restraint. 
Fortunately, this does not appear to be the typi- 
cal attitude of the American citizen, who is seri- 
ously concerned about debt; for he knows that 
such a huge debt will in one way or another 
affect the lives of every man and woman in the 
country, and will continue to-do so for many 
years to come. It will influence business and em- 
ployment, the incomes people receive, their cost 
of living, and what their savings will be worth.” 


In pointing up the dangers surrounding our 
national debt, the report deemphasizes the fear of a 
sudden catastrophe leading to some form of bank- 
ruptcy and suggests four real perils which are more 
subtle, namely: 


1. The dilution of the dollar, 
2. The risk of boom and bust, 
3. The smothering of enterprise, 
4. The loss of human freedom. 


Steps to Avoid Dangers 


To avoid these dangers the Committee presents a 
“clear-cut” policy for debt management which covers 
five steps. 


1. Control of the Budget. Until this is done, dis- 
cussion of a debt policy is idle. “A budget . . . that is 
balanced only at the top of a boom and at a level of 
taxes that places a serious burden on all the people 
and on all business, is clearly too big and is a grave 
risk to the country’s welfare.” 


2. Reduce the Debt. “Political pressure for spend- 
ing and tax reduction is so great that much can be 
said for setting up a fixed statutory requirement for 
debt retirement.” Recognizing the variety of pro- 
posals to fix the amount of debt that should be re- 
tired annually, the committee concludes, “Any of 
these plans is better than none. Congress should set 
a policy. A formal sinking fund of some kind would 
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remind Congress of the necessity of providing for 
debt reduction and it might have some influence for 
limitations of expenditures in normal years. It would 
be an orderly, systematic method of debt reduction, 
and particularly desirable when political bodies are 
tempted to find new ways of spending and to post- 
pone debt payment until some more convenient time.” 


Sos aa 


“Dose of Common Sense” 


3. Distribute the Debt. “National debt is most dan- 
gerous when held by banks, for in this form it adds 
to the money supply. The money supply can be a 
major inflationary factor.” Wide distribution of the 
debt also means “more people... with a personal 
stake in affairs of government and particularly in 
sound financial policies.” 


4. Restore Flexible Interest Rates. This is neces- 
sary to adjust the supply of savings to the amount 
which a dynamic economy needs, and to control the 
flow of credit. Much progress has been made in this 
respect. 


5. Nourish a Dynamic Economy. The growth of 
production and incomes are important means of pay- 
ing debt charges. This “growing up to the debt” is 
“our best hope to meet our gigantic public debt,” one 
of the greatest obstacles to which is a tax system 
which “penalizes extra effort and removes incentive 
for going the extra mile.” 


The committee submits these recommendations 
with the comment, “There is nothing novel in this 
program, nor anything easy and popular. There is 
no secret formula. The need is for nothing more or 
less than a stiff dose of sound American common 
sense.” All of which supports the timely suggestion 
of the Comptroller General that a debt retirement 
policy is needed. 

There is evidence that there is more understanding 
and concern among citizens over our Federal debt 
trends than is reflected by Congressional action. This 
concern stems from a basic understanding of human 
nature born of intimate and close experience and ob- 
servation. Most Americans know that human needs 
and wants are practically unlimited while resources 
to satisfy them are relatively limited. When govern- 
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ment assumes a role of providing for those unlimited 
needs and wants, and competitive political ambitions 
contend in outbidding and outpromising each other 
to supply those wants, they know the aggregate of 
individual and group wants is likely to be more than 
available resources can meet prudently. If the imme- 
diate cost of supplying such wants can be deferred 
and diffused by using debt to finance them, prudent 
citizens know that some harness is needed in the in- 
currence of debt and some definite retirement policy 
must invoke the fiscal discipline of paying our debts. 
They know that individual integrity is the corner- 
stone of individual credit. They are firm in their be- 
lief that national integrity is likewise basic. Citizens 
unquestionably support the need for a reappraisal of 
our debt policy and the adoption of definite plans for 
debt retirement. 


Unless definite targets are established for debt re- 
tirement, the government expenditure trend may be 
so unrestrained as to preclude sound tax reduction 
which is so vital to our economic growth. The record 
of the last Congressional session, with a surplus in 
view, in increasing spending authorizations for this 
and future years is a warning of this possibility. Debt 
and tax reduction targets should be devised and 
employed, or effective fiscal ammunition may be 
focused only on increased spending. 


Only The First Step 


But this is only the first step. The next may be more 
difficult, because it calls for the judgment and cour- 
age to so adjust the factors of fiscal policy that a 
sound course is achieved. Targets and formulas are 
not enough as experience has shown. There must be 
determination to achieve them. No debt retirement 
plan is effective adequately until there is a surplus 
of revenue available for such retirement. If purported 
emergencies or political expediencies are too easy an 
excuse to deviate from a charted course, the discipline 
to achieve it weakens progressively. 


The time has arrived when a definite though flexi- 
ble debt retirement policy should be devised and fol- 
lowed. But it may be a will-o’-the-wisp if not related 
to expenditure control. 
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